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INTRODUCTION
<1>Both

the amount of revenue generated through Massive

Multiplayer Online Role Playing Games (“MMORPGs”) and their
membership numbers have increased significantly over the past
five years. 2 These online games create virtual worlds in which
users may interact with one another. In those games,
individuals develop virtual goods such as clothing for their
characters (called “avatars”) to use within the virtual world.
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Users then exchange the goods in both real and virtual world
transactions. Users will enter into barter and sale transactions.
While many games explicitly prohibit the use of “real” money to
purchase virtual goods and services, this article will focus on the
many games that promote such activity. So far, the Internal
Revenue Service (“IRS”) has not taken a position on whether or
not transactions within the virtual world are taxable. It appears
that such transactions would be subject to taxation under
certain circumstances, and taxation is consistent with the policy
of the Internal Revenue Code. This article begins by briefly
explaining the phenomenon of MMORPGs, before analyzing the
likely tax consequences under current law of transactions
involving such games and discussing some of the practical policy
issues arising from such tax consequences.

GENERAL BACKGROUND OF MMORPGS
<2>Video

and computer gaming has grown enormously over the

past thirty years. Simple games, such as the vintage paddle
game PONG, have evolved into complex games involving threedimensional graphics, complex story lines, and increased
interaction. The growth of interactive games over the past
decade has led to the development of MMORPGs. Only recently,
however, have massive internal economies emerged within
these games. Edward Castronova, professor of
telecommunications at Indiana University, was one of the
earliest researchers to study and widely publicize such economic
activity. Professor Castronova first discussed the presence of
full-fledged economies within these games in 2002 when he
noted the virtual economies shared several features with real
economies, most importantly floating exchange rates and
specialization of labor.3
<3>MMORPGs

are a departure from what is traditionally thought

of as a game. Unlike most games, no winner is declared. Some
games also do not even have specific goals that users must
seek to achieve. Rather than utilizing a traditional story line,
Second Life and similar games merely provide a framework
within which individuals interact. In the games, the individuals
often make friends, accumulate resources, and live as normal
individuals would live. Users can often create buildings, attend
lectures, and dictate other details of their character and life; the
game creates a blank slate upon which users can develop nearly
anything they can imagine. While many online games have user
agreements that explicitly prohibit the use of “real” money in
trading for virtual goods, 4 other games promote such economic
activity. The latter category of games will be referred to as
unstructured MMORPGs, and they are the focus of this Article.
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Second Life, developed by software developer Linden Lab, is one
such game. 5 Users, or “residents,” of Second Life retain the
intellectual property rights to their digital creations and may sell
or trade them to other users.6 Virtual currency, called the
Linden Dollar, is used by Second Life gamers to purchase virtual
goods developed by other users. Users also trade virtual goods
with others. The goods transferred in the economy range from
developed real estate to virtual clothing and other accessories.7
<4>In

addition to sales and trades made within the game, there

is also a vibrant market for these goods outside the game.
Many individuals will sell or auction virtual land and other
property in exchange for real world currency. 8 Upon completion
of the transaction, the users meet inside the game to virtually
deliver the property. The limited supply of Linden Dollars has
resulted in the creation of markets to exchange Linden Dollars
for actual currency. Linden Lab itself runs one currency
exchange: the LindeX Market. Despite that fact that Linden Lab
acts as the central bank and can create new currency at its will,
the floating exchange rate is fairly stable and has recently
hovered around 270 Linden Dollars per one U.S. Dollar. 9
<5>The

apparent scale of the economies within virtual games is

impressive. The GDP of Second Life was recently estimated at
$64 million U.S. Dollars.10 Roughly 3,000 individuals earn more
than $20,000 USD in income each year through their activities
within the game. 11 One user reportedly has accumulated virtual
holdings estimated to be worth over $1 million U.S. Dollars.12
Cory Ondrejka, chief technology officer at Linden Lab, predicted
in January 2007 that a Second Life property development
company would surpass one hundred employees during the
calendar year. 13 However, others cast doubt on the purported
scale of activity within MMORPGs. Clay Shirky, an expert and
professor on the social and economic effects of Internet
technologies, argues that the growth rate and number of users
in Second Life are both overstated. He notes that “[w]ere the
press to shift to reporting [the number of users recently logged
in] as their best approximation of the population, the number of
reported users would shrink by an order of magnitude; were
they to adopt industry-standard unique users reporting
(assuming they could get those numbers), the reported
population would probably drop by two orders.” 14
<6>The

increased economic activity has attracted the attention

of several various branches of government. The Joint Economic
Committee 15 began studying the issue in the fall of 2006, but
has yet to issue a report on the matter. Then committee
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chairman Congressman Jim Saxton (R-NJ) was concerned that
the IRS might issue regulations requiring that transactions
occurring within the virtual economies be subject to taxation in
the real world. 16 More recently, the Taxpayer Advocate Service
discussed this issue for thirteen pages in its annual report to
Congress and recommended more guidance in the area.17
Specifically, the report concluded that “the IRS could at least
make an administrative pronouncement about how taxpayers
should treat these transactions in the interim as it studies the
issues.” 18 The IRS responded that it has provided guidance on
similar issues in the past and expects to continue to address
such issues in the future. 19 If the IRS were to publish
guidance, it also would not be the first country to do so. In
2008, China, Sweden, and South Korea all clarified that some
virtual world transactions are taxable under the laws of each
country. 20

TAX TREATMENT OF VIRTUAL WORLD TRANSACTIONS
<7>The

most heated discussion in the debate over virtual world

taxation has focused on the tax treatment of exchanges within
virtual worlds. Primarily, this is because while most individuals
have conceded that a taxable event occurs when a virtual good
is sold for real world currency, 21 the taxation of exchanges of
virtual goods for other virtual goods or virtual currency remains
uncertain. Some individuals, such as Congressman Saxton and
Linden Lab’s Cory Ondrejka, do not believe that a transaction
within the game creates a taxable event. 22 Professor Leandra
Lederman is among those who believe a transaction within the
game is taxable in certain scenarios.23 Both argue that no tax
should be assessed on virtual exchanges until the virtual
currency or property received in an exchange is converted into
real-world currency. 24 Intuitively, it seems someone cannot be
taxed on the transaction because no real-world currency is
received in such transactions. However, as explained further
below, real money need not be received for a taxable event to
exist. Under current federal tax law, it is likely that virtual world
transactions create a taxable event in most situations.

Exchanges of Virtual Property for Virtual Property

Tax Treatment of Barter Exchanges
<8>It

is a well-established principle of taxation that money need
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not be received in exchange for property or services in order for
a taxable event to occur. For instance, tax is due when a
taxpayer sells his services in exchange for another’s services;
the taxpayer is taxed on the consideration he received (i.e. the
value of the other person’s services) even though he did not
receive cash. Such transactions are referred to as direct-barter
transactions. For tax purposes, every direct-barter transaction is
hypothetically treated as two different transactions. 25 First, the
taxpayer is treated as having sold his services for an amount
equivalent to the fair market value of his services. 26 The
taxpayer is then treated as having used the hypothetical amount
received to purchase the other person’s services. The gain
realized on an exchange of property, with some exceptions
discussed below, must be included in a taxpayer’s gross
income. 27
<9>Individuals

opposing the taxation of transactions occurring in

virtual worlds often state that there is no “realization” of income
in a barter exchange of virtual property. In order for a taxpayer
to have income on a transaction, he or she must receive some
right or asset that is sufficiently distinct from the property. 28
This is known as realization. In games where users do not have
any property rights in the items they create, there is a strong
argument that no realization occurs upon the transfer of goods
within the virtual world. As Lederman argues, in that scenario,
the users do not have a legally-distinct entitlement to the goods
they “possess” both before and after the transaction. Since their
position is the same both before and after the transaction, there
is no taxable event. However, in unstructured games such as
Second Life, users do in fact have property rights in the items
they hold, such as the virtual goods and currency. 29 Thus, since
the user receives an object with a legally-distinct entitlement,
realization occurs when the user trades property for new
property and the exchange is taxable.
<10> To

summarize, the fact that no cash is received in a virtual

barter does not prevent the transaction from being taxable. As
interpreted under the Internal Revenue Code, a barter
transaction is treated as if the taxpayer receives cash in
exchange for the bartered good or service. As demonstrated by
sales of virtual goods on eBay, virtual property does have a fair
market value in real currency. 30 Furthermore, a user realizes
this income because he receives property with a legally-distinct
entitlement. Therefore, the transaction would be taxable unless
some non-recognition provision in the Internal Revenue Code is
applicable.
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Like-Kind Exchanges
<11> One

type of non-recognition provision is section 1031,

which provides for non-recognition in the case of like-kind
exchanges.31 Under section 1031, the Internal Revenue Code
allows taxpayers to defer recognizing gain when they exchange
an item for substantially the same or similar property and the
section’s two requirements are met. First, the property
exchanged must be held for business or investment purposes by
the taxpayer. 32 If the property is held for personal purposes,
the section is inapplicable and gain must be recognized. 33
Second, the qualified property must be exchanged for property
of a “like-kind.” 34 Property is generally of a like-kind if the
nature or character of the rights underlying the property
relinquished is the same as the nature and character of the
rights underlying the property received.35 Like-kind treatment
would obviously be available in some transactions arising in the
virtual world. For instance, when a virtual shirt is exchanged for
another virtual shirt, a like-kind exchange has clearly taken
place. The gain on the exchange is not recognized, but is
instead deferred. The basis in the original property would be
transferred to the newly acquired property so that any inherent
gain is preserved.36 The built-in gain would be realized when
the owner disposes of the new property.
<12> However,

non-recognition is less certain when varying forms

of virtual property are traded for one another. For instance, take
the example of virtual goods exchanged for virtual land. While
Treasury Regulations narrowly define the scope of the section,
they neglect to go into much detail concerning how section 1031
applies to the exchange of intangible property. As mentioned
above, the regulations simply state that section 1031 nonrecognition is available to exchanges of intangible personal
property when the properties exchanged are of a “like-kind.” 37
The regulations then present two characteristics to look at when
determining if property is of a like-kind: (1) the nature or
character of the rights involved (e.g. a patent or a copyright);
and (2) the nature or character of the underlying property to
which the intangible personal property relates. 38 To illustrate,
the regulations establish that a trade of copyright on a novel for
a copyright on a different novel would qualify for nonrecognition. 39 However, a trade of a copyright on a novel for a
copyright on a song would not qualify for non-recognition. 40
<13> A

recent IRS Technical Advice Memorandum provides further

guidance on section 1031 exchanges of intangible property.
Among many examples, it states that a drawing or design for a
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coated gas welding rod is not of a like-kind to a drawing or
design for a wind turbine. 41 The form of the designs is the
same: computer designs of undeveloped property. However,
both designs represent different underlying property. The
underlying properties—a gas welding rod and a wind turbine—
are not of a like-kind, and therefore the designs are not of a
like-kind.
<14> When

looking at virtual property, it is clear that the nature

or character of the intellectual property rights involved is of a
like-kind. For example, an exchange of one item of virtual
property for another is essential an exchange of copyrights and
other intellectual property rights. The issue then becomes
whether the nature or character of the underlying property is of
a like-kind. To examine this issue, take an example of virtual
land being exchanged for a virtual automobile. The fact that the
underlying properties—an automobile and real property—are not
of a like-kind means that such properties would be ineligible for
non-recognition under section 1031. However, this conclusion
does not prevent all virtual world transactions from qualifying
for non-recognition. If the underlying property is of a like-kind,
then the gain on the transaction could be deferred. One
example, mentioned above, is the exchange of a virtual shirt for
another virtual shirt. This would meet the requirements for nonrecognition under section 1031.

Transfers of Virtual Property for Virtual Currency
<15> Tax

is more likely to be due when virtual property is

exchanged for virtual currency. The structure of these
transactions is strikingly similar to how barter clubs operate.
Barter clubs enable individuals to sell their services in exchange
for another’s services, thus avoiding the receipt of cash. Barter
clubs establish directories and enable members to list services
they provide in the directories. Members earn “trade units”
through offering their own services. Unlike a typical barter
transaction, individuals receive trade units in return for the
services they provide. The trade units can then be redeemed for
other goods and services found in the directory. In MMORPGs,
rather than using trade units, users are given an initial amount
of virtual currency when they sign up for the account and they
can use real currency to purchase additional virtual currency at
later times. Individuals also receive virtual currency in exchange
for virtual property they create and own.
<16> A

short history of the tax treatment of barter clubs is

necessary before proceeding. During the 1970s, such clubs were
promoted as a way to avoid paying income tax on services
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provided. In the late 1970s and early 1980s, the IRS and
Congress began cracking down on tax avoidance created by
barter club activity. Pursuant to traditional barter transaction
rules, a taxable event exists every time barter club members
received reciprocal services. However, the IRS struggled in
determining when the tax was actually due. Two possibilities
existed: (1) the transaction was taxable when the individual
received trade units; or (2) the transaction was taxable when
the trade units were in fact redeemed for additional services.
<17> The

IRS adopted the first of those two possibilities. In a

Revenue Ruling, the IRS took the position that a member of a
barter club receives income for his services upon receipt of trade
units.42 The IRS’s reasoning states that the receipt of trade
units is the receipt of valuable property, since those trade units
can be converted into goods or services at any time.43
Therefore, the IRS concluded that the receipt of trade units is a
taxable event.
<18> In

addition, the IRS addressed the liquidity of barter club

trade units. If the units are not liquid, then they do not have a
real fair market value and are therefore not taxable upon
receipt. The IRS specifically noted that it does not matter that
the club does not guarantee that a member will be able to use
all of his trade units or redeem any unused credits. 44
Furthermore, limitations on the use of the trade units did not
affect the IRS’s conclusion.45 The IRS simply noted that a
member’s trade units can in fact be used immediately to
purchase goods or services offered by other members of the
club and are therefore taxable upon receipt. 46
<19> Professor

Robert Keller has also argued that, in the context

of barter clubs, a member should have income when the he or
she receives the trade units.47 His argument, however, is
founded on the constructive receipt doctrine. Keller has stated
that there is generally only one instance in which a taxpayer
does not receive reportable income upon the receipt of non-cash
consideration: when he or she receives a non-assignable
promise in return for goods or services performed.48 In that
instance, there is no taxable event since the consideration
received is non-transferable and therefore has no real fair
market value. The limitations normally placed on using the trade
units do not rise to the level of a “substantial limitation or
restriction” that would preclude the trade units from being
included in the taxpayer’s income. 49 Keller noted that trade
units did not fall into this non-assignable exception because they
represented more than a mere promise by the individual who
received the benefit of the services. 50
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<20> Both

the actual receipt or constructive receipt doctrine

would apply to transactions involving virtual currency. The IRS’s
reasoning for actual receipt doctrine applies to virtual currency
because the virtual currency has a real world fair market value.
The reasoning used for taxation under the constructive receipt
doctrine also applies. While Second Life does reserve some
rights over virtual property and virtual currency, 51 none of the
restrictions placed on Linden Dollars rises to the level of
“substantial limitations or restrictions.” A taxpayer must
therefore include the fair market value of virtual currency
received when calculating the gain realized on a sale of virtual
property. As mentioned above, trading virtual property is also a
taxable transaction, with some exceptions for like-kind
exchanges.

POLICY IMPLICATIONS
<21> Lederman

notes that the IRS does not always fully enforce

the Internal Revenue Code. 52 She cites two useful examples to
demonstrate her point. First, the IRS currently does not enforce
tax due on the receipt of frequent flier miles. Because frequent
flier miles have a readily ascertainable fair market value, they
should be taxable upon receipt. However, the IRS has not
enforced the tax. After a public outcry following an attempt to
levy a tax on frequent flier miles, the IRS publicly noted that
“[a]lthough frequent flyer benefits have technically always been
taxable . . . we are not launching any special enforcement
program into this area.”53
<22> A

second example illustrates how the IRS chose not to tax

baseball fans that caught record-breaking home run balls during
the 1998 season. If an individual finds $1 million lying on the
street, he would be taxed on the receipt of that money because
the Internal Revenue Code defines income as coming “from
whatever source derived.” 54 Technically, catching and keeping a
baseball worth $1 million would be a taxable event. However,
political problems arose when one fan caught a valuable ball and
then immediately donated the ball back to the team. If he were
taxed on the receipt of $1 million and then never sold the ball,
he would have no assets from which to pay the tax. The IRS
Commissioner stated that the IRS would not tax the fan in such
a scenario. 55 Lederman’s examples demonstrate how public
policy and politics can affect the IRS’s enforcement of tax laws.
<23> Public

policy also plays an important role in the context of

MMORPGs since there are several factors that might lead the
IRS to decline to enforce the tax code in this area. First, even if
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the virtual world dealings could be easily monitored, the IRS
would run into valuation problems. Unless virtual or real
currency is involved, it is often difficult to determine the fair
market value of virtual property. While virtual goods are
frequently sold through mediums such as eBay, the sample size
may be too small to obtain an accurate estimate of an item’s
fair market value. Furthermore, each good is very unique in
nature, thereby making accurate valuation even more difficult.
Second, the logistics of auditing virtual world transactions could
be too costly to both game developers and the IRS. To
determine the extent of an individual’s virtual world dealings
would require the game developers to keep detailed records and
cooperate closely with the IRS. Such a requirement would be
similar to those currently imposed on barter clubs by Internal
Revenue Code section 6045.56 While this approach is feasible
and has been successfully utilized by barter clubs, it may not be
practical to impose such obligations on the developers of games
if the games are not in fact producing as much economic
activity as has been recently reported. Given these factors, it is
likely that compliance costs may outweigh any potential tax
benefit for the government.
<24> For

these reasons, it is a real possibility that the IRS will

not tax trades of virtual property despite having the legislative
authority to do so. However, valuation difficulties and logistical
problems are not insurmountable when virtual property is sold
for virtual currency. Compared to virtual property, virtual
currency has a more readily-determinable value. Furthermore, it
would likely be easier for the IRS to track the transfer of virtual
currency. For instance, if Congress put reporting requirements
on MMORPGs similar to the reporting requirements now in place
for barter clubs, the burden would not be as severe. As more
and more brick-and-mortar companies open virtual storefronts
in MMORPGs, the virtual economies in these games will continue
to grow and preferable tax treatment becomes less likely. While
taxing a mere game may seem foolish to the average person,
the taxation of an online marketplace seems natural when brand
names stores are participating.

CONCLUSION
<25> Transactions

involving virtual property used in MMORPGs

may, and often will, be subject to federal income taxation.
When virtual property is sold for cash, the gain on the sale
must be recognized for income tax purposes. Furthermore, with
some exceptions for like-kind exchanges, trading virtual
property is a taxable transaction. Finally, selling virtual property
for virtual currency is also likely subject to federal income tax.
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<26> While

it is conceptually difficult to grasp how or why such

transactions should be taxed, the fact that both virtual currency
and property have real world fair market values makes it
difficult to assert that no tax should be levied on virtual world
transactions. However, the practicality of a tax and relatively
small amount of economic activity in MMORPGs may lead the
IRS to avoid taxing such transactions at this time. Either way,
taxpayers should be aware of potential tax consequences of
virtual world transactions. While the IRS has not publicly
enforced tax on such transactions, it could do so in the future,
especially if virtual economies continue to grow in size and
exposure.

PRACTICE POINTERS
Practitioners should be aware that virtual world
transactions could results in real world tax
consequences even though no real money is
exchanged.
Clients engaging in virtual world business should
maintain detailed records of their transactions in
case the Internal Revenue Service audits their
activities.
Both clients and practitioners should continue to
monitor developments in this area. The Joint
Economic Committee has been researching this area
of law and the National Taxpayer Advocate has
recommended that the IRS provide more guidance
on the issue. As virtual world transactions continue
to grow, even more attention will be given to the
taxation of virtual world transactions.
<< Top
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